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rooms are under the misapprehension that their real estate is worthmore than a 

single flat or a double flat having considerably less monthly income. When an 
accurate operating statement is compiled and allowances are made for the return on the 
investment (land, improvements, and furnishings), a return of the continually depreciat- 
ing investment in improvements and furnishings and additional expenses of operation, it 
becomes obvious that the average rooming house operators were working for probably 
much less than could be earned in the labor market today. This same condition is in 
effect in the average small motel operation. 


C) WNERS and operators of rooming houses and houses with light housekeeping 


We recently were called on to appraise a 60-year-old residence that had pre- 
viously been converted into a single flat containing eleven rooms on two floors. The 
owner of this property confirmed a purchase price approximately three years earlier 
of $8,500. After the purchase was consummated, the new owner spent a considerable 
amount remodeling the building. He made the two flats into efficiency apartments and 
separate rooms, and rented them on a weekly basis, complete with linens, dishes, heat, 
and utilities. The units were rented primarily to drivers of intercity tractor-trailer 
units. The demand for these quarters has been favorable, and as a result the owner has 
enjoyed a relatively high rate of occupancy. In addition to the furnishings and services 
previously mentioned, the owner supplied maid service once a week. The eleven rooms 
rented for a total of $78 per week, or $4,056 per year. In considering the valuation of 
the property by all approaches, particular attention was given to the Income Approach. It 
was surprising in using this Income Approach that the income secured from the relatively 
desirable space did not justify a value in excess of that estimated by other approaches. 
Because of this, a second Income Approach was applied using ascribed rentals based on 
rents on unfurnished flats secured in the neighborhood. In other words, the rooms were 
considered as unfurnished without maid service, and without the excessive management 
costs entailed by the existing operation. This application resulted in the same valuation 
findings. 


Following are the various approaches to value that were used in concluding the fair 
market value of the subject property. 


SUMMATION APPROACH: A two-story and basement converted residence with frame 
interior containing on the first floor four efficiency units of one room and kitchenette 
each, a hall room, and a bath serving the four units. The second floor contains one three- 
room unit and two two-room units, all sharing another common bath. 


The building is in good condition for its age and has been extensively remodeled in 
the past three years. 
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Summary of Replacement Cost New 
2-story and basement brick, 1,619 sq. ft. or 
55, 855 cu. ft. @ 55¢ per cu. ft. $30, 720 
Front porch - 1-story 72 sq. ft. @ $6. 50 468 
Rear porch - 2-story 97 sq. ft. @ $7.00 679 
Concrete walk of 250 sq. ft. @ $0. 40 125 
Total Replacement Cost New $31,992 


Accrued Depreciation: The subject property is approximately 60 years old and is 
considered to have physical deterioration amounting to 50% of its present replacement 
cost. (The physical deterioration in our opinion has been minimized by the extensive in- 
terior work recently done by the owner.) In addition to the physical deterioration, we 
believe that the subject property has features of functional obsolescence. The primary 
forms of obsolescence are: high ceilings, wood columns and beams, disused architec- 
tural design, some obsolete wiring, plumbing, and heating. Another important item of 
functional obsolescence is the cost of converting the house into efficiency units, the in- 
come from which does not justify the costs. We have estimated that all features of func- 
tional obsolescence detract from the value of the building to the extent of approximately 
$7,700. This is approximately 24% of the replacement cost of the building. 


Although the neighborhood in which the subject property is located is old and obsolete, 
it is still in demand and readily salable. The character of the neighborhood has not de- 
teriorated too greatly and the subject property conforms to the neighborhood as to age, 
use, and upkeep. As a result no economic obsolescence was taken. Consequently, the 
total accrued depreciation amounts to 74% of the replacement cost new, or $23, 674. 


Land Value: The subject land has an effective frontage of 50 feet, which has been 
valued at $50 per front foot for its depth of 125 feet. This results in a land value of 
$2,500. The neighborhood is 100% built up and there have been no recent land sales. 


Summary of Summation Approach 
Land value - 50 feet @ $50 per front foot $ 2,500 
Replacement cost new of improvements $31,992 
Less accrued depreciation 23, 674 
Depreciated value of improvements _ 8,318 
Total Value of Land and Buildings $10, 818 


Call $10, 800 


INCOME APPROACH (based on existing rents and conditions): The actual rentals of 
$78 per week were considered as the fair rental for the furnished units including heat, 
utilities, furnishings, and maid service. This results in an annual rental of $4,056. This 
income has been discounted 10% to allow for vacancy and collection losses, which are high 
in this type of operation. This results in an effective gross annual income of $3, 650. 





Average Future Expenses 

Maid service and cleaning supplies 
Utilities 
Heating 250 
Management, 8% (3% management and 5% collection) 292 
Maintenance and repairs 160 
Taxes 187 
Insurance 
Rooming house fee 

Depreciation on furnishings 

Total property expenses, including depre- 

ciation on furnishings 

















Summary of Income Approach (under existing conditions) 





Total effective gross annual income $3, 650 
Total property expense &depreciation on furnishings 2, 344 
Annual net return $1, 306 
Less return on furnishings ($3,345 @ 10%) 335 
Net return on real estate before depreciation $ 971 
Less land return ($2, 500 @ 6%) __ 150 
Return on improvements before depreciation $ 821 


This income imputable to the improvements has been capitalized at 7% plus a 3%, de- 
preciation rate based on a 33-year estimated remaining economic life (straight-line de- 
preciation rate). This application results in a value of the improvements of $8,210. Add- 
ing the value of the land of $2, 500 results in a total value of the real estate of $10, 710, 
which we have called $10, 700. 


INCOME APPROACH (based on hypothetical rents of unfurnished apartments with heat 
furnished): For comparison we are appraising the property on the basis of its original 
conversion as a single flat, before conversion into a rooming house. For this approach, 
rentals in the neighborhood for comparable space were applied to the first- and second- 
floor apartments. The unit on the first floor was ascribed an average rental of $75 per 
month, the second floor unit, a rental of $70 per month. These rentals include heat furn- 
ished by the owner. Because the dwelling units are not furnished, the turnover, vacancy, 
and collection losses would be considerably less than for furnished rooms renting on a 
weekly basis. Consequently, in applying this approach, we considered that there would be 
a 3% loss because of collection and vacancy. This loss was applied to the total income 
from the two units of $1,740, which resulted in an effective gross annual income of $1, 688. 


On this basis the future average property expense would be: 


Heating 

Management and collection charge 5% 90 
Maintenance and repair expenses. . . 
Taxes 


Total Property Expense 


A comparison of the above expenses with the actual expenses shown in the previous 
section will reveal that the charges for maid service and cleaning supplies have been 
eliminated. Furthermore, the management costs have been reduced because the rentals 
would be collected on a monthly basis and turnover would not be as great as under the pre- 
vious premise. The insurance costs were reduced because of more favorable rates. 
Furthermore, the depreciation allowance on the furnishings was eliminated because the 
units would not be rented furnished. The annual rooming house fee was also eliminated. 





Summary of Income Approach (based on hypothetical rents) 


Total effective gross income 

Less average annual property expense 71 
Annual net return before interest, depreciation & amortization $ 971 
Less return to land 150 
Net return to improvements..........-+4++5e85886-5 $ 821 


The income imputable to the building of $821 has been capitalized at 7% plus a 3% de- 
preciation rate based on an estimated economic remaining life of 33 years (straight-line 
depreciation). This application results in a total value of the improvements of $8, 210. 

















Adding the land value of $2,500 to this value results in a total value of the real estate of. 
$10,710, which we have called $10, 700. 


MARKET DATA OR COMPARABLE SALES APPROACH: It is impossible to find any 
property sold in recent years that can be used as a direct comparison with the subject 
property because of extensive remodeling. Consequently, we have depended on the use 
of gross multipliers asa means of making comparisons. Rooming houses in the older sec- 
tions of the city such as this generally sell for 25 times the gross annual income. The 
application of this multiplier to the $4,056 gross annual income imputable to the light 
housekeeping rooms results in a value of the housekeeping rooms of $10,140. We be- 
lieve that this property because of its above average condition would bring slightly more 
on the market today. 


On the basis of the ascribed monthly rentals of $145 ascribed to the property as an 
unfurnished flat, the owner could secure a gross of $1,740 per year. If heat were not 
furnished, these dwelling units would sell for 7 times the gross annual income. How- 
ever, since we have ascribed a higher unit rental based upon the fact that the building has 
central heating capable of supplying all units, we believe that a proper multiplier under 
these circumstances would be 6 times the gross annual income. The application of this 
multiplier results in a $10, 440 value of the dwelling units. However, by deducting the 
heating costs of $250 per year from the gross income of $1,740, an effective gross in- 
come of $1, 490 is the result. Then applying a gross multiplier of 7 results in a value 
of $10, 430. 


CONCLUSION OF VALUE: Properties of this type are primarily income-producing 
properties and the value is generally conceded to be the present value of a reasonable 


future income stream that can be secured for the remaining economic life of the property. 
Income-producing properties are generally not bought because of amenities and, conse- 
quently, greater weight must be given the Income Approach than either of the other ap- 
proaches. As a result, we have concluded a fair market value of the subject property of 
$10, 700. 


GENERAL CONCLUSIONS: The above summary of an appraisal report has not been 
given as a detailed demonstration appraisal but has primarily been presented to show that 
the higher rentals that are secured by owners of rooming houses and of homes containing 
light housekeeping units do not justify economically the high prices that poorly informed 
purchasers of rooming houses sometimes pay. 


The Income Approaches clearly demonstrate that the owner would have been better 
off had he not spent the money converting the residence into efficiency apartments and 
rooms. Prior to the purchase, it had been converted into two flats with furnished heat. 
Had he left it in that condition and rented the two units, he would have been money ahead, 
inasmuch as he is not receiving even enough additional return to justify the cost of in- 
Stalling the additional sinks in each of the housekeeping units. Furthermore, the return 
for management of $292 per year is hardly a fair compensation for the time and effort in 


operating a rooming house. 


ated a! » | -an 
WILLIAM J. AANDALL, M.A.1., A.S.R.E.C. 














